In December 2007, the FASB revised accounting for business combinations and permitted firms to record a bargain purchase gain (BPG) within current earnings. The FASB contends that the new treatment improves the representational faithfulness of the acquirers' current earnings.
I. Introduction
In December 2007, the Financial Accounting Standards Board (FASB) revised accounting for business combinations when they promulgated SFAS 141R (FASB 2007, now included in the Accounting Standard Codification ["ASC"] as Section 850). One aspect of the new standard involved the treatment of negative goodwill, which arises when an acquirer offers consideration that is less than the fair value of the identifiable net assets of the acquiree. Under the revised standard (effective for acquisitions beginning January 1, 2009), acquirers record net assets of the acquiree at their respective fair market values and recognize the negative goodwill as a bargain purchase gain ("BPG") within income from continuing operations (FASB ASC 850-
30-25-2).
The ability to recognize the BPG within income from continuing operations creates an opportunity for managers to manage earnings when making valuation estimates associated with accounting for acquisitions. Despite the opportunity for earnings management, the FASB contends the new treatment "improves the representational faithfulness and completeness of the information provided about the acquirers earnings during the period in which it makes a bargain purchase" (FASB 2007, page v) . This study examines these two seemingly disjoint relationships.
First, we examine whether BPGs are associated with earnings management, an association that would seem to undermine the intent of the FASB. Then, we examine whether the market prices the BPG, to provide empirical evidence related to the FASB's decision to permit BPG recognition as a component of income from continuing operations.
Our sample is comprised of 74 banks which acquired 103 banks (the acquirees) closed by the Federal Deposit Insurance Corporation (FDIC) in 2009. We focus on these acquisitions because we feel the nature of the bank closure process creates an environment that is likely to produce BPG acquisitions. FASB (2007) states that "a bargain purchase might happen in a business combination that is a forced sale in which the seller is acting under compulsion" (para. 37). Acquisitions involving banks closed by the FDIC represent a forced sale in which the seller is acting under compulsion. Our data supports this intuition as over half of the acquiring banks recorded a BPG in 2009.
After identifying our sample, we first examine whether BPGs are associated with earnings management. The estimations necessary to value an acquiree's net assets, along with the magnitude of a transaction that results in an acquisition, provides the potential for large BPGs. Because the revised standard allows firms to include the BPG within income from continuing operations, it is possible that some acquirer banks may use the acquisition as a vehicle to manage contemporaneous earnings. We find that firms with pre-acquisition losses and firms experiencing pre-acquisition earnings and ROA declines are more likely to report a BPG. These findings are consistent with banks using BPGs to manage contemporaneous earnings.
Next, we explore the market valuation of the BPGs. We find that despite the potential opportunistic use of the BPG, the market appears to value the BPG. The market valuation is consistent with a transitory shock to earnings, which provides support for the FASB's placement of the BPG within current earnings. However, in supplemental analysis, we provide evidence that the market also discriminates between BPGs based on the likelihood that the BPGs are associated with earnings management, as only legitimate BPGs are value relevant.
Our study contributes to two streams of research. First, we contribute to the literature on earnings management (Bartov 1993; Bushee, 1998; Beatty, Ke, and Petroni 2002; Cohen, Dey, and Lys 2008; Roychowdhury 2006) by suggesting that firms are more likely to report a BPG to prevent earnings and ROA declines, as well as to prevent losses. In addition, we use a unique setting to document evidence consistent with firms managing contemporaneous earnings through the acquisition of an asset.
Second, our findings suggest that despite being associated with heightened earnings management environments, the market still perceives the BPG as a value-relevant transaction.
Further, the market appears to be able to differentiate BPGs based on potential earnings management motivations. This is an important finding because it provides empirical support for the decision by FASB to position the BPG within income from continuing operations in the revised standard.
Further, our findings are important for banking regulators. Evidence of the unintended consequences of the accounting standard provides another issue that banking regulators must consider when organizing acquisitions of failed banks. Banking regulators may need to further investigate transactions that result in suspect BPGs to ensure that the deposit insurance fund is protected.
The remainder of this paper is as follows. Section II provides background on the accounting of negative goodwill and information about the bank closure process. Section III develops our hypotheses. Section IV explains the research methodology. Our sample and results are reported in Section V. Section VI offers our concluding remarks.
II. Background
To calculate the amount of goodwill (or negative goodwill) arising from a business combination, the acquiring firm compares the consideration transferred to the fair value of the net assets acquired. If the amount of consideration transferred is less than the fair value of the separable net assets acquired, the acquisition is said to have created initial negative goodwill.
Previously, acquirers eliminated the initial negative goodwill by writing down on a pro-rata basis the amounts that otherwise would have been assigned to all assets except (a) financial assets other than those accounted for using the equity method, (b) assets to be disposed of by sale (c) deferred tax assets, (d) prepaid assets relating to pension or other post retirement benefits, and (e) other current assets. After writing these assets to zero, the remaining residual negative goodwill was recorded as an extraordinary gain by the acquirer. Pursuant to the revised business combination standard (effective for reporting periods beginning after December 15, 2008), the acquirer is no longer permitted to reduce the value assigned to the net assets acquired. Rather, the entire amount of initial negative goodwill is recorded as a BPG, and is included in income from continuing operations rather than extraordinary.
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The revised business combination accounting rules therefore alter both the timing and the nature of bargain purchase gain recognition. Previously, the recognition of BPGs was deferred 1 See Comiskey, Clarke, and Mulford (2010) for a review of previous standards related to accounting for negative goodwill.
2 FASB ASC 805-20-25-4 does note that, "Before recognizing any gain on a bargain purchase, the acquirer shall reassess whether it has correctly identified all of the assets acquired and all of the liabilities assumed…and review the procedures used to measure the amounts this Statement requires to be recognized at the acquisition date." to future periods through lower depreciation on the adjusted assets, with any residual negative goodwill recognized as a current period extraordinary gain. Under the revised standard, the entire initial negative goodwill amount is recognized in the current period as a component of income from continuing operations. The impact of the financial statements is also an immediate boost in capital (retained earnings) by virtue of recognizing the BPG in income. Comiskey, et al. (2010) provide an initial study of the potential effects of recognizing BPGs under the revised standards. They investigate 43 acquisitions during the period from 2000 to 2007 that involve negative goodwill. The negative goodwill for these observations was accounted for under the previous accounting standards. The authors investigate the investor valuation of the negative goodwill using returns and market values. Comiskey, et al. do not find compelling evidence that markets value negative goodwill. We extend Comiskey, et al. in two important contexts. First, we consider a period when the BPG is recognized under the revised accounting standards. Second, we focus our analysis on FDIC-assisted bank closures as we contend that this environment represents a powerful setting to observe BPGs.
The reason we expect the FDIC bank closure process to provide a rich setting to examine BPGs, is due to the relatively small number of potential acquirers involved as well as the speed with which these transactions take place. To be considered in the bidding process banks must first get approval from their regulator (i.e. The Office of the Comptroller of the Currency for national banks or the Federal Reserve for member banks and bank holding companies) and contacting the FDIC division of resolutions and receivership to participate in a failed bank acquisition.
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After gaining approval, the potential bidder identifies the type of institutions it would be interested in acquiring (i.e. geographical preference, size, etc.). Before the FDIC decides to close a bank it contacts the approved bidders whose interest appears to match the type of bank that they are about to close and provides them with very limited information about the troubled institution. Interested bidders are then required to sign confidentiality agreements to receive more information about the troubled institution, which is provided by the Division of Resolutions and Receivership. Potential bidders can also request an on-site visit to the troubled institution to perform their own due diligence before formalizing their bid. When conducting the on-site visit, potential bidders are only permitted to talk to bank employees with an FDIC officer present.
Winning bidders are typically notified within a week of the bid window closing, with the troubled institution being closed on the next available Friday afternoon. The time period from the FDIC contacting potential bidders to the completion of the acquisition takes about eightweeks. 4 which reduces competition among bidders and increases the likelihood of achieving a legitimate BPG. In addition to the bidding process barrier to entry, the FDIC often offers loss share agreements where they guarantee 80% to 95% of the assets assumed. The extra layer of protection afforded by the loss share agreements increases the appeal of engaging in failed bank acquisitions and may lead to more and larger BPGs.
III. Hypothesis Development
In this section, we develop two sets of BPG hypotheses. First, we develop predictions regarding the likelihood of observing a BPG in various earnings management settings. Second, we consider the extent to which the market values BPGs.
Earnings Management and BPGs
We focus on earnings motivations to explore whether managers appear to use the BPG opportunistically. The ability to recognize the BPG within income from continuing operations creates an opportunity for managers to act opportunistically when making key decisions surrounding acquisitions. BPGs are a function of the negotiated consideration transferred and the fair value of the acquired assets and liabilities. To the extent that the bidding process is competitive in the bank closure environment, managers may be limited in the discretion that they have over the value of consideration transferred. However, managers are still able to exercise discretion when they estimate the fair value of net assets acquired, as some of the acquired loans and investments represent level 3 assets (See FASB ASC 820). Managers also have discretion over the valuation of the FDIC indemnification asset.
Bank accounting literature is replete with evidence indicating the managers engage in earnings management. Motivations for deliberate managerial intervention in the financial reporting process include managerial compensation, risk aversion, debt covenants, and signaling.
In the banking industry, regulatory requirements provide added motivation for such behavior. Beatty, Chamberlain and Magliolo (1995) , Collins, Shackelford and Wahlen (1995) , Chen and Daley (1996) , and Ahmed, Takeda, and Thomas (1999) all provide evidence consistent with bank managers' opportunistically modifying accounting. Further, Beatty and Harris (1999) find that public banks consistently engage in more earnings management in the form of securities gains and losses compared to privately-held banks. Beatty, Ke, and Petroni (2002) also show that public banks engage in more earnings management activities than their private bank counterparts.
Collectively, prior research suggests that managers may use their discretion to manage the amount of the BPG. If managers exploit this opportunity, we expect the probability of observing a BPG will increase if the acquiring banks are currently missing key earnings benchmarks. Our earnings management hypothesis stated in alternative form is:
Banks engaging in failed bank acquisitions are more likely to record a BPG when they are missing earnings benchmarks.
An alternative earnings management incentive considered in prior banking literature involves the desire to increase regulatory capital. We don't examine this incentive, because the FDIC's minimum CAMELS rating requirement for potential bidders likely screens banks with low capital ratios out of the bidding process. In our sample the mean (median) 2008 Total RiskBased Capital Ratio among the acquiring banks is 13.61% (12.22%), with all banks exceeding the 10% well capitalized threshold. These statistics are consistent with the FDIC's strong CAMELS rating bidding requirement, and suggests that acquirers would likely not need to manage capital adequacy ratios through the use of the BPG.
Value Relevance of the BPG
The FASB maintains that the BPG treatment of negative goodwill improves the representational faithfulness and completeness of the information provided about the acquirer's earnings during the period in which it makes a bargain purchase. Despite this opinion, Comiskey, et al (2010) failed to provide convincing evidence that markets value negative goodwill in a sample of acquisitions occurring between 2000 and 2007, a period prior to the implementation of 141R.
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Ex-ante, it is reasonable to suspect that the market would view the BPG consistent with the findings of Comiskey, et al., and perceive the BPG as valuation irrelevant. U.S. GAAP generally does not permit gain recognition until the earnings process is complete, and the BPG could be viewed as an unjustified departure from this philosophy. 6 If investors perceive the BPG as a premature recognition, rather than a true increase in current period economic wealth for the firm, investors may not price the gain at all. In addition, markets may discredit the value of the BPG due to the earnings management motivations previously discussed.
Conversely, if the market views the gain as a more faithful representation of the underlying economic event, consistent with the FASB's stance, the gain should be priced by the market. 7 Whether the BPG will be valued in the post 141R environment is therefore an empirical question, which leads us to our second hypothesis, stated in alternative form:
H2a: The BPG is positively associated with market value of common equity after controlling for book value of equity and other recognized income components.
If the market values the BPG, then an important follow-up question is to what extent is the BPG valued. The BPG appears to represent a transitory earnings shock, because it can only be recorded once for a given acquisition. Thus, we expect the BPG to be valued similar to other transitory income items such as special items. If the BPG is priced consistent with transitory gains and losses, it would provide additional support for the treatment of the BPG in the revised FASB standard. Consequently, our second value relevance hypothesis, also stated in alternative form, is:
H2b: The BPG is valued in a manner consistent with a transitory shock to earnings.
IV. Research Methodology
Our hypotheses explore earnings management and value relevance implications of BPGs from business combinations. To examine these important issues, we first develop a determinant model to explore whether earnings management motivations are associated with the existence of a BPG. Then, we present a valuation model to investigate the market pricing of a BPG.
Earnings Management Model
We hypothesize that banks which are currently missing key earnings benchmarks are more likely to record a BPG. Prior research provides limited guidance for a BPG determinant model. In the following paragraphs, we develop a model based on characteristics of the acquirer, acquiree, and FDIC assistance package as well as earnings management variables to explain the likelihood of recording a BPG. BPG is regressed against these three metrics as proxies for earnings management in determinant Logit models. In addition, we control for a set of variables based on firm and acquisition characteristics that may influence the existence of the BPG. Specifically, we consider characteristics of the acquirer, the acquiree, and the FDIC assistance as discussed in the following paragraphs that are also likely to be associated with a BPG.
First, publicly-held banks and larger acquirer banks are both subject to more scrutiny which may reduce the likelihood of a BPG, consistent with positive accounting theory (Beatty, et al. 2002) . Consequently, we include a public acquirer indicator variable (PUBLIC), and the log of acquirer assets (ACQUIRER_SIZE) to control for these possibilities. We also include the number of failed banks acquired (N_ACQ) because banks are more likely to record a BPG as they engage in more failed bank acquisitions. Finally, due to the increased incentive to manage fourth quarter earnings (Bartov 1993; Dhaliwal, Gleason, and Mills 2004) , we include an indicator variable if the bank acquired at least one failed bank in the fourth quarter (Q4_ACQ).
We also include acquiree variables to control for additional factors that may be associated with a BPG. As previously mentioned, failed bank acquisitions involve an imperfect competitive bidding process among potential acquirers. Acquiree characteristics can foster a more (less) competitive bidding process, which can reduce (increase) the likelihood of a BPG. We include two variables to control for acquiree characteristics that are likely to affect the competitive bidding process. First, we include the ratio of deposits per branch acquired (DEP_PER_BRANCH), to capture the desirability of the acquiree. Banks depend on depositors to grow their loan portfolios and thus we expect that failed banks with more deposits per branch would be more desirable on average than banks with fewer deposits per branch. To the extent that this desirability increases the competitiveness of the bidding process, we expect this ratio to be inversely related to the likelihood of a BPG. We also include the log of assets acquired (ACQUIREE_SIZE) to control for the size of the acquiree. Unlike our deposits per branch variable, it is ambiguous as to how this variable will ultimately be related to the likelihood of a BPG. It is possible that, similar to the deposit per branch argument, a larger failed bank would be more desirable than a smaller failed bank, and thus we might expect a negative relationship between ACQUIREE_SIZE and the likelihood of a BPG. However, it is also possible that if a failed bank gets too large, there are fewer banks able to absorb such an institution, which could ultimately reduce competition and increase the likelihood of observing a BPG.
Finally, we include a variable to capture the effect of the FDIC assistance packages on the likelihood of a BPG. In 90 of the 140 failures of 2009, the FDIC offered a loss share agreement on assets purchased by the acquirer. These loss share agreements represent an indemnification on the part of the FDIC to reimburse the acquirer for future losses realized on the assets acquired. The FDIC estimates the losses they will sustain in connection to these loss share agreements and reports this amount in their annual report. We include this estimate (FDICLOSS), and predict that a bigger FDICLOSS will be associated with more bid competition and a diminished likelihood of a BPG.
Our BPG determinant model to test our earnings management hypothesis is as follows (firm and time subscripts are omitted here and in later equations for brevity). 
Value Relevance Model
To assess the market pricing of the BPG, we examine quarterly observations. Quarterly observations are used to increase power of our tests as our sample of publicly-traded banks is fairly small. Further, we are able to isolate the BPG to specific quarters. 9 We begin our analysis with a commonly-used valuation model based on recognized summary financial data.
Market value of common equity is modeled as a function of book value of common equity and income (see Collins, Maydew, and Weiss 1997 among others, as to the use of this general valuation model). Further, prior research has shown that valuation effects may differ from profit and loss firms (Hayn 1995) . We therefore control for loss firms when estimating the valuation models. Our base valuation model is as follows. MVE = 0 + 1 BV + 2 NI + 3 LOSS + 4 BV*LOSS + 5 NI*LOSS +
where MVE is the market value of equity as of quarter t+1, BV is the assets less liabilities at the end of quarter t, NI is pre-tax income for quarter t, and LOSS is an indicator variable equal to one if pre-tax net income is negative, and zero otherwise. All continuous variables are divided 9 We are able to use quarterly observations for our public companies because we examine the business combinations footnote of the10-Q's to collect our market valuation data. The use of quarterly data also increases the power of our tests with the increased sample size.
by number of common shares outstanding at beginning of quarter t. 10 Consistent with prior research, we expect positive coefficients for BV, NI, and the interaction of BV and LOSS (under the abandonment hypothesis) and negative coefficients are expected for LOSS and the interaction of NI and LOSS.
Our interest is in the valuation of the BPG. We therefore separate the BPG from pretax earnings to separately investigate the investor valuation of the BPG in our first specification. We are also interested in the valuation of the BPG relative to other special items and therefore separate special items from income in the second specification. While we provide for differential effects between profit and loss firms in the valuation of book value of equity and income, we do not allow for differential pricing of the BPG because we have no theoretical basis to expect differential pricing.
We use the following two equations to conduct our valuation hypotheses tests. We use three separate analyses to test H2b that considers how the valuation of the BPG compares to other components of income, specifically whether it is priced consistent with a transitory shock to earnings. First, we expect the coefficient estimate on the BPG to be not statistically different than 1 ( 6 = 1 in Equation 3; γ 6 = 1 in Equation 4). Second, we expect that the market will assign a lower valuation multiple on the BPG than it does on net income adjusted for BPG and net income adjusted for other special items ( 2 > 6 in Equation 3; γ 2 > γ 6 in Equation 4). Finally, we expect that the coefficient estimate of the BPG will not be statistically different than our proxy for other transitory items included in net income, specifically special items (γ 6 = γ 7 in Equation 4). failures. This provides us with an initial sample of 140 failed banks and 90 acquirers, of which 103 failed banks and 74 acquirers make our final sample. 11 We determine the bargain purchase gain by examining the FRY-9C (Call Reports) for these 74 banks, and use these banks to perform our earnings management tests. The value relevance tests require the bank acquirers to be publicly-traded and have available market values for their common stock. Our valuation sample is therefore reduced to 38 banks (Table 1 ).
V. Analysis of Results

Sample
In the next section, we describe the determinant sample and results of our tests of the first hypothesis. This is followed by a discussion of the valuation sample and related tests.
11 Nine of the bank failures were resolved with Insured Deposit Payoffs with no bank acquiring the failed institution, while another nine of failed banks separately identified by the FDIC were actually different subsidiaries of the same parent (eliminating another 8 banks). Also, five failed banks were acquired by thrifts. We exclude thrifts from our sample, because we were unable to collect the BPG information from their public fillings. The remaining 15 bank closures were eliminated from our sample, because data limitations prohibited us from confirming the amount of the BPG. The final sample consists of 74 acquiring banks associated with the acquisition of 103 failed institutions.
Earnings Management Results
Descriptive statistics for our determinant sample of 74 banks segregated on whether or not the bank reported a BPG in 2009 are provided in Table 2 . Just over 50 percent of the banks in the sample report BPGs, supporting our decision to focus on the failed bank setting to explore
BPGs. Compared to the non-BPG acquisitions, the BPG acquirers are smaller while the BPG acquirees are larger suggesting that the BPG acquisitions are economically more significant to the acquirers. The estimated FDIC loss is similar between the two types of acquisitions. BPG acquirers experience larger incidences of loss, as well as more net income and ROA declines than non-BPG acquirers. Collectively, Table 2 reports univariate statistics consistent with H1.
Pearson (Spearman) correlations among our determinant variables are reported in Table   3 . ACQUIREE_SIZE is positively correlated with DBPG, consistent with the notion that as failed banks get bigger, there are fewer acquirers with the resources to absorb these large institutions. Consequently, the bidding process can become less competitive, leading to a greater likelihood of achieving a BPG. In addition, our LOSS, NI_DECLINE, and ROA_DECLINE test variables are all positively correlated with DBPG, which is also consistent with H1.
Results from our earnings management tests are found in Table 4 Our first hypothesis is supported using each earnings benchmark. In the first estimation, we report a positive coefficient on LOSS (0.95; p-value < 0.10). The estimated coefficient for NI_DECLINE in the second estimation is also positive and significant (2.14; p-value < 0.01).
Finally, ROA_DECLINE is our third variable of interest. We again report a positive coefficient on ROA_DECLINE (2.89; p-value < 0.01). In all three estimations, the coefficient on our variable of interest is consistent with the predictions for H1.
To test the robustness of our finding, we separately examine the firms who report a BPG to determine whether the BPG prevents a firm from reporting a loss, an income decline, or a ROA decline. In untabulated analysis, we find that 8 of the 18 BPG firms that would have reported a pre-BPG loss are able to report positive income due to the BPG. Further, we find that 14 of the 31 BPG firms that would have reported a decrease in income are able to avoid reporting the decline, because of the BPG. Finally, we find that 12 of the 31 BPG firms are able to avoid reporting an ROA decline, because of the BPG. This amounts to over 44%, 45%, and 39% of BPG firms turning a net loss into net income, turning an income decline into an increase in income, and an ROA decline into an ROA increase.
Our sample includes both public and private acquirers. Prior research indicates that public banks are involved in more earnings management activities than privately-held banks (Beatty and Harris, 1999; Beatty, et al. 2002) . We therefore separately estimate Equation 1 on public (private) acquirers. Coefficient estimates for these separate regressions are qualitatively similar to the reported results for the full sample, although, the results for public banks are stronger consistent with the prior research.
Collectively, the results reported in Table 4 , along with the additional untabulated analysis, suggest managers may use the current income treatment of the BPG, as allowed under the revised business combination standard, to mitigate (and in a substantial percentage of the cases, avoid) losses, income declines, and ROA declines.
Value Relevance Results
Quarterly descriptive statistics for our valuation sample are reported in Table 5 . This sample consists of 38 banks; 19 of which reported a BPG (50 percent). The BPG percentage is similar to that of the determinant sample. Consistent with our earnings management sample, the public banks are also experiencing a high incidence of loss (51% of Pearson (Spearman) correlations among our value relevance variables are reported in Table 6 . As expected, BV and ADJEPS are both positively correlated with MVE, while ADJLOSS is negatively correlated with MVE. Consistent with H2a, BPG is also positively correlated with MVE.
The estimations of Equations (3) and (4) are reported in Table 7 . We include all four quarters during 2009 for each bank as separate observations. As a result, the OLS standard errors are likely biased because of both cross-sectional (across bank) and time-series (across quarter) dependence. We therefore estimate standard errors that are clustered by bank and quarter for the analyses discussed in the following paragraphs (Peterson 2009 ). We further investigate the estimated BPG coefficient to test H2b and examine whether the market prices the BPG in a manner consistent with a transitory shock to earnings. The Fstatistics for this analysis are reported at the bottom of Table 7 . In Equation 3, we find that while the coefficient estimate for BPG is positive, it is significantly less than the estimated coefficient for ADJNI (F-statistic=4.64; p-value < 0.01) but is not statistically different that the theoretical prediction of 1 (F-statistic = 0.68; p-value > 0.10). In Equation 4, the estimated coefficient for BPG is again less than ADJNI (F-statistic = 15.70; p-value < 0.01) and not statistically different from 1 (F-statistic=0.49; p-value > 0.10). Further, we find that the coefficient estimate for BPG is not statistically different than the coefficient estimate on other special items (F-statistic=1.49; p-value > 0.10). The results from these additional tests provide evidence consistent with H2b, that the market prices the BPG consistent with a transitory shock to earnings.
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Collectively, the results reported in Table 7 suggest that despite the potentially opportunistic use of the BPG (found in our test of H1), the market does value the BPG (support for H2a). Further, the market appears to price it as a transitory gain (support for H2b), which supports the decision of the FASB to position the BPG as a component within income from continuing operations.
Supplemental Analysis
After documenting evidence consistent with investors valuing the BPG despite it potentially being used by some banks as an earnings management tool, we attempt to reconcile these findings. Not all BPGs are expected to be associated with earnings management. We therefore attempt to classify BPGs as to whether or not the BPG is considered suspicious, that is, more likely to being used as a earnings management tool.
We classify the BPGs into suspicious BPGs and legitimate BPGs. We perform this classification by examining pre-BPG income and identifying firms in our sample that benefit the most from BPG recognition. We develop two measures for suspicious and legitimate BPGs.
Our first measure separates BPGs into firms based on pre-BPG profitability where we assume pre-BPG negative income is more suspicious than positive income. Our second measure separates observations into firms based on whether or not the BPG allows a bank to avoid reporting a loss. Segregating BPG banks based on suspicion of earnings management leads to the following model. MVE = 0 + 1 BV + 2 ADJNI + 3 ADJLOSS + 4 BV*ADJLOSS + 7 (BPG * SUSPECT) + (5) where SUSPECT takes on the value of either an indicator variable equal to one if the pre-BPG income is negative and zero otherwise (referred to as PROFIT in our analysis), or an indicator variable equal to one if the BPG allows the bank to avoid reporting a loss, and zero otherwise (referred to as CHANGE in our analysis). All other variables are as previously defined.
We expect that if the market distinguishes between legitimate and suspect BPGs and if our measures of legitimate and suspect BPGs are effective, the coefficient estimate on the legitimate BPGs (represented by the interaction of BPG and 1 -SUSPECT) will be significantly positive ( 6 >0) and the coefficient estimate on the potentially suspicious BPGs (represented by the interaction of BPG and SUSPECT) will be insignificant ( 7 = 0). Further, we expect the coefficient estimate on legitimate BPGs to exceed the coefficient estimates for the suspicious BPGs ( 6 > 7 ).
In untabulated analysis of our full sample, we are unable to document a difference in valuation multiples between legitimate and suspicious BPGs. In an attempt to increase power, we focus on only acquisition observations (eliminate quarters that do not involve an acquisition), which eliminates the noise associated with equating non-acquisition quarters (BPG=0) with acquisition with no BPG quarters (BPG=0). In addition, we only permit one observation per firm to reduce the potential confounding effects which could arise from including multiple observations from a firm that engages in multiple quarterly acquisitions, and we eliminate observations with multiple acquisitions in a quarter to eliminate the possibility that an observation could have both a legitimate and a suspect acquisition.
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The supplemental analyses are reported in Table 8 . We are able to document evidence consistent with the market valuing the legitimate BPGs (( 6 = 11.31 for the PROFIT measure, pvalue < 0.10; and ( 6 = 8.77 for the CHANGE measure, p-value < 0.10), but not valuing the BPGs that we assume are less legitimate (( 7 = 1.87 for the PROFIT measure, p-value = 0.214; and ( 7 = 2.20 for the CHANGE measure, p-value = 0.143. We are unable to document a significant difference between the estimated coefficients likely due to lack of power in the small sample. Collectively, the results reported in Table 8 provide support that the positive market valuations of the BPG documented in our tests of H2 are associated with legitimate BPGs rather than the BPGs which may be associated with earnings management, as documented in our tests of H1.
VI. Concluding Remarks
We use a unique sample of recent bank failures to examine the intended and unintended consequences of BPG treatment of negative goodwill promulgated by the revised business combination standard. We provide evidence consistent with bank managers using the current income treatment of the BPG to avoid reporting losses, income declines, and ROA declines.
This finding suggests that bank managers are undermining the stated purpose of the FASBs 13 Our tabulated analysis only includes the final observation for a particular firm. In untabulated sensitivity we include only the first observation for a particular firm. In addition, three firms are eliminated from our sample because all of their acquisition quarters involved more than one failed institution. Results are qualitatively similar under both approaches. Our earlier earnings management results also hold in this reduced sample treatment of the BPG to provide a more faithful representation of the underlying transaction.
Despite the potentially opportunistic use of the BPG, the market appears to value the BPG as a transitory component of current income, which provides empirical support to the decision of the FASB to include the BPG within current income from continuing operations. In supplemental analysis, we find evidence consistent with the market discounting their valuation of potentially suspect BPGs, as only legitimate BPGs are valued.
Our findings contribute to our understanding of another tool that managers may use opportunistically within the banking industry. This finding is different from other earnings management studies, because it involves managing earnings through the acquisition of an asset.
Additionally, this study contributes to our understanding of how the market prices gains that are arguably recognized before the earnings process is complete. Our inability to document a significant difference between the coefficient estimates on legitimate BPGs relative to suspect BPGs suggests that either our test is not powerful enough to detect the differential valuation, or that investors do not sufficiently discriminate between legitimate BPGs and suspect BPGs.
Finally, this study will be of interest to the FASB as it supports their decision to include the BPG in current income.
A limitation of this study is that the results may not generalize beyond the failed bank business combination environment. Our inferences are thus limited to the extent that the unique characteristics present in the failed bank setting do not exist in other business combination settings. A second limitation of this study is that we are unable determine whether our observed pricing of the BPG is due to the market not fully understanding the implications of the new accounting standard. Future research can address this concern by investigating whether the market continues to value the BPG as the standard matures. The Pearson (Spearman) correlation coefficients are above (below) the diagonal. */ **,/*** indicate significance at the 0.10 / 0.05 / 0.01 level using two-tailed tests (one-tail for predicted directions). */ **,/*** indicate significance at the 0.10 / 0.05 / 0.01 level using two-tailed tests (one-tail for predicted directions).. 1 SUSPECT takes on the value of either an indicator variable equal to one if the pre-BPG income is negative and zero otherwise (PROFIT), or an indicator variable equal to one if the BPG allows the bank to avoid reporting a loss, and zero otherwise (CHANGE). All other variables are defined in Table 5 .
